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No. 12,803 


IN THE 


United States Court of Appeals 
For the Ninth Circuit 


FRED C. HAL, 
Petittoner, 
VS. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


Petition to Review 2 Decision of the Tax Court 
of the United States. 


PETITIONER’S OPENING BRIEF. 


STATEMENT OF THE CASE. 


Petitioner, who before November of 1942 was the 
manager of the Jig and Fixture Division of The 
American Coach and Body Company, in Cleveland, 
Ohio, was one of four organizers of the Ohio Aircraft 
Fixture Company, a corporation organized in Novem- 
ber of 1942 to purchase said Jig and Fixture Division 
from The American Coach and Body Company. (Tr. 


mp. 30.) 


The Division was taken over intact with its per- 
sonnel and valuable war production contracts, on very 
lenient terms, so that no cash was required for the 
purchase, and the new concern (the Ohio Aircraft 
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Fixture Company, hereafter called the corporation) 
needed only a small amount of capital in cash as cur- 
rent working capital. (Tr. pp. 22, 35, 36.) 

The corporation issued shares as follows: 

(1) Fifty shares were issued to each of the four 
organizers upon the signing of certaim contracts be- 
tween the organizers and the corporation. The con- 
tracts, which were similar, at least insofar as material 
to the issues in this proceeding, provided that each of 
the organizers was to work for the corporation for 
two years for a certain salary, and an additional sal- 
ary or bonus. (Tr. pp. 38, 39.) 


The contracts contained miscellaneous provisions 
regarding the effect of death or ilIness on compensa- 
tion, and commitments to use best efforts on behalf of 
the corporation, and not to engage in other gainful 
employment. 


Each contract provided for the issuance of said fifty 
shares of stock to the organizer. 


The petitioner’s contract appears at pages 14-17 of 
the transcript. 


In accordance with the provisions of paragraph 9 
of his contract, said fifty shares of stock were issued 
to petitioner in 1942 as follows: 

Two certificates, in petitioner’s name, cach for 
twenty-five shares, were delivered to petitioner, en- 
dorsed by him in blank, and ‘‘deposited with the 
Treasurer of the Company for the faithful perform- 
ance of this contract.’’ (Tr. pp. 18, 14, 19, 20, 25, ae 
39; Contract 15.) 
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Petitioner completely performed the contract, and 


the certificates were released to him, one in 1943, and 


j 


the other in 1944, after one and two years respectively. 
(Tr. pp. 20, 39.) 


When issued in 1942 the shares had a fair market 


value of $100.00 per share. (Tr. p. 39.) 


| 


Petitioner sold his shares to others of the original 


organizers in 1946 for $150.00’ per share. (Tr. pp. 24, 


| 


39.) 
The corporation has since been dissolved. (Tr. p. 
24.) 


Petitioner reported the shares as ordinary income 
in 1942 at their fair market value of $100.00 per share. 
(Tr. pp. 29, 30, 40.) 


The Commissioner determined that the income 
represented by the shares was not realized in 1942, 
but was realized one-half in 1943 and one-half in 
1944, when the certificates which had heen deposited 
with the corporation pursuant to the contract were 
released to petitioner. (Tr. pp. 12, 13, 40.) 


Abstract of questions presented. 


Fundamentally the question presented is whether 
income in the form of shares ina corporation was tax- 
‘able income to the petitioner in 1942 when he reported 
it, or one-half in 1945 and one-half in 1944, acecord- 
ing to the Commissioner’s determination, which the 
Tax Court has sustained. 


For purposes of analysis, this question mav_ be 
broken down as follows: 
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(1) On the basis of the facts established by the 
record and the appheation of correct legal principles 
thereto, what was petitioner’s relation to the stock 
in 1942, and, more particwarly, did petitioner own 
the stock in 1942, subject to a pledge as security for 
the performance of an employment contract, as he 
contends, or was his interest in the stock in 1942 so 
limited as to amount in substance merely to a right to 
receive stock in the future, as contended by the Com- 
missioner ? 


(2) On the basis of the answer to question 1, when 
was the income represented by the stock realized by 
petitioner, a cash basis taxpayer,—in 1942, as he con- 
tends and as he reported it, or in 1943 and 1944, as 
determined by the Commissioner? 


SPECIFICATION OF ERRORS. 

Petitioner’s full specification of errors appears in 
the transcript at pages 55-58, paragraph IV, under 
the heading ‘‘ Points on Which Petitioner Relies”’, to 
which reference is hereby made. 


Petitioner’s points may be summarized as follows: 

(1) The contract in question, the circumstances 
surrounding the issuance of the shares, and _ peti- 
tioner’s uncontradicted and unimpeached testimony, 
considered in the light of established principles of 
corporation and security law required the Tax Court 
to find, and said court erred in not finding, 


——— 


a. that the shares in question were issued to peti- 
tioner in 1942, and that he then became the owner 
thereof. 


b. that petitioner’s ownership of the shares in 
1942 was restricted onlv by a pledge thereof to the 
corporation, as security for his performance of the 
contract. 


(IT) Established principles of corporation, seeu- 
rity, and taxation law required the Tax Court to hold, 
and said court erred in not holding, that the income 
represented by the stock was realized and properly 
reported in 1942, and that there exists no tax defi- 
ciency for 1943 or 1944. 


ARGUMENT. 
a 


THE SHARES WERE ISSUED TO AND OWNED BY PETITIONER 
IN 1942, SUBJECT ONLY TO A PLEDGE TO THE CORPORA- 
TION AS SECURITY. 

Because this case is essentially simple, and upon 
realistic analysis petitioner’s position seems so clearly 
correct, it is counsel’s desire to present the most con- 
cise argument consistent with a fair presentation of 
the case. 


However when one moves from the contract and 
the transcript of the hearing to the opinion of the 
court, one passes from the real world down a rabbit 
hole to Wonderland; definite facts become clouded 
and elusive, and things are not what they seem. And 
concise discussion becomes difficult. 
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The controversy turns mainly on the effect of para- 
graph 5 of petitioner's employment contract, 
acts done in performance thereof, interpreted. 
course. in the light of surrounding circumstances and 
pertinent testimony. Said paragraph 5 provides (Tr: 
p. 16): 

‘‘First Party shall issue fifty (50) shares of 
stock of the Company in consideration of the sign- 
ing of this employment contract and to earry otf 
certain contracts necessary in the prosecution of 
the war. Two certificates are to be issued. Each 
to be for twenty-five shares and endorsed in blank 
They are to be deposited with the Treasurer of 
the Company for the faithful performance of 
this contract. One certificate for twenty-five 
shares to be delivered on December 1. 1943 a 
the other certificate for twenty-five shares to be 
delivered on December 1, 1944, on the order o£ 
the Board of Directors.” 


The court found that, pursuant to such provision 
eettificates for fiftv shares of stock were issued in 
petitioner's name and in the names of each of the 
other three organizers, endorsed by the person named 
therein. and deposited with the corporation treasurer 
(Tr. pp. 38. 39.) 

This finding doesn’t say whether petitioner s share 
were issued to him and pledged by him. (“"[{I]ssuéd 
petitioner's name” and **He endorsed each stock cer 
tifieate and deposited it with the treasurer * * *” 
(Tr. p. 38.) But if the shares were issued they one 
have been issued to petitioner and the other orga# 


lUnless otherwise indicated. emphasis is added by counsel. 
p iF 


7 


S: @ CeTporation cant wesue shares w isel? any 
ethan a persen can contract with humselt. 


‘We are further enlightened br the iolewine: 
“The total number of shares of stock orizimallr 
isswed by the company was 231. Of this mumiber. 
200 shares were txeucd io the orgemzers Epon 
their execuotien of empleomet comiracs. and 
31 were issued to the organizer: upem the per- 
mem of F100 per share.” (Tr. p. 39.) 


Thus it appears from ihe findimes of faci thes the 
hares in gnestion were origimalls—ai ihe suaset m 
942 ued to the patinonrr ween ins exeeuven of 
Bui we sl] dont know from the couri’s epimion 
Whai next eccurrted when the petitmener endorsed the 
mares and caused them vo be - —— muk the 
measurer * * * for the faithiul periormence of bn 

ica. (Contract 15: Tr. pp. 37. 32.) Dad & 
hedae the certificate:—was this a security tramsac- 
mn? Or dad he ~unissuc” the shares? 


All we Gmd out is thei “Petitioner became the an- 
TIGed cwner oF 2A shares of stack in the Campanr 
in , 1943 im exchance for services which he remierad to 
fhe Company in thai vear.” {And similariy a= te the 
Wher 25 shares in 1944) (Tr. p. 4) 
We dont Emow what “heremine the warestriched 
mer” invelved—ea releese of the share: fram a 
Wedec made as seeariiv: perhaps. eemtrerr te the 
me that the share were seme im 1942. an orto] 
mance of the “ork: er perham: the removal of the 
poreie shares trem same neve] jere) deep freepe 


which operates to prevent issued and outstanding 
shares from being owned by the person to whom 
issued. by the corporation, or by anyone else—con- 
tracts between the corporation and the httle man who 
wasn't there! 


The resolution of this legal and factual paradox is 
not difficult; either (1) the shares were issued to and 
owned by the petitioner in 1942, and the certificates 
representing his shares were pledged by him to the 
corporation as security for the performance of his 
contract. or (2) the shares were not issued at all, 
and the petitioner merely had a right to have shares 
issued to him in the future, on certain conditions. 


Facet and law unite to demonstrate that the first 
of the above alternatives is the correct and only 
tenable conelusion. 


A. 


FUNDAMENTALS OF CORPORATION AND SECURITY LAW ESTAB- 
LISH THAT THE SHARES WERE ISSUED TO AND OWNED BY 
PETITIONER IN 1942. AND PLEDGED BY HIM TO THE COR- 
PORATION. 

Before further analvsis of the facts, it may be help- 
ful to touch briefly on the law which imparts to those 
facts their true legal significance. 


1. Petitioner became the owner of the shares immediately upon 
the execution of the contract. 

Paragraph 5 calls for the issue of 50 shares of 
stock. It is fundamental corporation law that the 
issue of stock means the formation of a share contract 
between shareholder and corporation. Such a contract 
must have two parties. A corporation cannot issue 


shares to itself. The issue of stock by a corporation 
makes the other party to the issue contract a share- 
holder and an owner of shares. The share certificates 
are mere evidence of the shareholder relation and are 
not essential to its creation. 


Professor Henry Winthrop Ballantine states: 
‘Shares of stock are contracts issued or created 
by mutual assent of the corporation and_ the 
shareholder * * * The word ‘issue’ is generally 
emploved to indicate the making of a share con- 
tract, that is, transactions by which a person be- 
comes the owner of shares and by which new 
share contracts ave created. The word ‘issue’ is 
often associated with the execution and delivery 
of a share certificate but the issue of shares is 
not dependent on the delivery of a certificate for 
the shares. A person may become the owner of 
shares in a corporation either by subscription 
or the original issue of shares by agreement with 
the corporation * * *” 

Ballantine on Corporations (Rev. Ed. 1946), 
Section 199, pp. 466, 7. 


To the same effect: 
11 Fletcher, Cyclopedia Corporations (Perm. 
Ed.), Sections 5155, 5159. 


As a matter of realistic interpretation of the con- 
tract in the light of fundamental corporation law it is 
submitted that petitioner intended to become and be- 
~eame a shareholder upon the signing of the contract, 
or at the Jatest, when the certificates made out in his 
mame were delivered to him for endorsement. Al1- 
though the term ‘‘shall issue”’ could indicate a future 


10 


issue, the only provision as to time of issue is “in 


consideration of the signing of this employment con- 
tract * * *’’; the contract clearly indicates that an im- 
mediate issue of shares to petitioner was intended. 


The provisions respecting certificates, though ap- 
parently regarded as defining the manner in which 
the shares were to be issued, are, as a matter of cor- 
poration law, not essential to the issuance of stock, 
However, the contract goes on to provide for the issue 
of certificates and their endorsement in blank by pe- 
titioner. It was stipulated (Ty. pp. 18, 14) and proved 
by testimony (Tr. pp. 19, 20, 25) that these things 
were done (i.e., that shares were issued to Mr. Hall 
and that the certificates representing them were de- 
livered to and endorsed by him) in 1942. That is to 
say, respondent stipulated that petitioner became 
a shareholder of the 50 shares in question in 1942. 


It is difficult for petitioner’s counsel to see what 
remains to be argued after that stipulation. Assume 
for a moment that the positions of the parties were 
reversed, and that petitioner, instead of defending 
his inclusion of the shares in his 1942 return, was 
attempting to justify his failure so to report the 
transaction. The court may judge the success which 
petitioner would have in maintaining the position 
that the shares did not constitute income in 1942, in 
the face of a stipulation and uncontradicted and un- 
impeached testimony that they had been issued to and 
endorsed by him in that year. 
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2. The contract shows that a pledge was intended; a pledgor 
is the substantial owner of pledged property. 

The phrase ‘‘deposited * * * for the faithful per- 
formance of this contract’? makes it unmistakably 
clear that paragraph 5 contemplates a security trans- 
action and is not a provision deferring the issuance of 
shares to petitioner, or petitioner’s ownership of the 
stock in question, until the redelivery of the certifi- 
cates. In a word the paragraph provides for a pledge. 
It is equally clear that a pledgor of stock is the owner 
thereof, subject only to whatever rights are given 
to the pledgee by the pledge contract, as interpreted 
in the light of the law respecting pledges. 


A physical transfer of share certificates intended as 
security will be treated as a pledge, and contractual 
provisions to defeat the pledgor’s ownership, e.g., pro- 
visions purporting to give absolute ownership or con- 
trol to the pledgee, will be held invalid, under the 
public policy that provisions clogging the might of re- 
demption are void. 


Therefore the last sentence of the share issue and 
pledge provisions (Contract, 15) providing for the 
certificates being released to petitioner on designated 
future dates ‘‘on the order of the Board of Directors’’ 
can only be regarded as mechanical provisions govern- 
ing termination of the pledge, and not as a clog on or 
condition precedent to petitioner’s ownership of the 
shares. (Of course a pledgee must in the first instance 
determine whether the secured obhgation has been 
performed, but his determination thereof cannot de- 
prive the pledgor of lis property, except through legal 
foreclosure proceedings. ) 
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In Hawley v. Hawley (C.A.D.C. 1940), 114 F. (2d) 
745, shares had been transferred under an agreement 
showing that a security transaction was intended. A 
clause providing clearly that the stock would become 
the transferee’s property on failure to pay the obliga- 
tions secured was held to be of no effect. The court 
quoted from /faselden v. Hamer (1914), 97 S.C. 178, 
184, 81 S.E. 424, 425: ‘The pledgee is not entitled 
upon the pledgor’s default to take the property as 
his own in satisfaction of the debt. A provision in the 
contract by which the absolute property is to vest in 
the pledgee upon the default of the pledgor is void 
* * *" Tt went on to declare correctly that this is a 
universally accepted rule, citing annotation 24 A.L.R. 
822. 


Regardless of what designations may be technieally 
most appropriate for describing the respective rights 
of pledgor and pledgee, it is clear that the pledgor 
retains the general property in and ownership of the 
property pledged, and the pledgee receives but a spe- 
cial property right only extensive enough to provide 
security for the obligation secured. For example a 
pledgor may transfer the pledged property, subject, 
however, to the pledge. 

Brightwell v. First National Bank of Kissimnee 
(C.C.A. Sth, 1940), 109 F. (2d) 271. 

In Lawrence v. I. N. Parlier Estate Co. (1940), 15 
Cal. (2d) 220, the court discusses generally the con- 
sequences of pledging stock in a corporation to that 
corporation. 

As far as time of realization of income is concerned 
it is difficult to see how the transaction would have 
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been different had the contract provided for issuance 
to petitioner of Ohio Aircraft Fixture Company stock, 
and for petitioner to deposit as security for perform- 
ance, General Motors stock, or even a diamond ring. 
The tax consequences of the issuance of stock should 
not be altered because that stock, instead of some- 
thing else of similar value, has been made security for 
performance of the contract under which the stock 
was issued. 


It is hoped that the foregoing brief review of appli- 
cable legal principles is sufficient to show that zf the 
parties intended an immediate share issue and if they 
intended a deposit as security, the result would be that 
in 1942 petitioner was a shareholder and the owner 
of the shares in question, his ownership being re- 
stricted only by the valid terms and legal incidents 
of the pledge provisions. 


What, then, are the facts? 


B. 


THE CONTRACT, THE CIRCUMSTANCES SURROUNDING THE 
TRANSACTION, AND PETITIONER’S DIRECT, UNCONTRA- 
DICTED, AND UNIMPEACHED TESTIMONY COMBINE TO DEM- 

: ONSTRATE THAT AN IMMEDIATE ISSUE AND PLEDGE AS 
' SECURITY WAS INTENDED AND EFFECTED. 


1. The contract on its face compels one to conclude that peti- 
tioner became a shareholder in the Ohio Aircraft Fixture 
: Company in 1942. 

In addition to 15 quoted and discussed above, the 
contract, set forth in full at Transcript pp. 14-17, pro- 
vided in substance as follows: 

11. Petitioner was to manage a department of the 
Ohio Aircraft Fixture Company for two years. 
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(2. He was to exert his best efforts, skills, and abil- 
ities for the profit of the company. 


13. As compensation for his services he was to re- 
ceive a salary of $125.00 per week, plus ten per cent 
of corporate profits, part of the weekly salary and all 
of the percentage of profits being payable in stock at 
the option of the company. 


14. In the event of disabling illness, the weekly 
salary was to continue in full for six months, at one- 
half for the following six months, and at one-quarter 
for the remaining duration of the contract; petition- 
er’s additional salary (the percentage of profits) was 
to continue unaffected, even though illness prevented 
him from rendering the services provided in the con- 
tract. 


15. Quoted at page 6, supra. 


16. Petitioner covenanted not to engage, for the 
duration of the contract, in any other gainful occu- 
pation without consent of the Board of Directors. 


17. The contract was to be considered performed 
on death of the petitioner. 


Clearly the contract contemplated the immediate 
present issuance of stock to petitioner—the present 
creation of the status of shareholder—and the pledge 
of such stock as security for the performance of the 
contract. 


This construction is indicated by the stated con- 
sideration for the share issue, (15, p. 6, supra.) 
~* * ® the signe of this employment contract and to 
earry out certain contracts necessary in the proseecu- 
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tion of the war.’’? This language shows the considera- 
tion for the issuance of shares—‘‘the signing of this 
employment contract’’—and the corporate purpose to 
be achieved thereby—the securing of petitioner’s un- 
dertaking to perform duties necessary to carry out the 
war contracts referred to. Lf there is any ambiguity 
on this score, it is resolved by testimony of the peti- 
tioner. (Tr. pp. 25, 26.) 


Obviously, he was not receiving the shares in re- 
turn for services to be rendered because the shares 
were to belong to him even though his death (17) 
or his illness (14) prevented him from rendering serv- 
ices. Furthermore, he was to be paid a regular sal- 


ary for rendering services, and an additional salary 
or bonus of a percentage of profits, also as compensa- 


tion for services. (13.) This in itself was an incentive 
compensation arrangement; and because part of the 
regular and all of the additional salary were payable 
in stock, at the company’s option, it also served as a 
stock-bonus type of incentive plan. 


Why, then, did the contract provide that stock was 
to be issued to petitioner at the outset? The only fair 
answer, based on the contract itself, is, fe make him a 
shareholder at that time. 


Perhaps he would not have come into the enterprise 
at all unless he was to be a substantial shareholder 
from the start. Regardless of the terms of hargain- 
ing, which are not known, the bargain made, calls, in 


terms, for him to he made a shareholder immediately. 
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2. The circumstances surrounding the transaction compel one 
to conclude that petitioner became a shareholder in the Ohio 
Aircraft Fixture Company in 1942. 

Petitioner was one of four promoters or organizers 
of the company in question, the Ohio Aircraft Fix- 
ture Company. (Tr. pp. 18, 35.) Because he was and 
had for some time been the manager of the Jig and 
Fixture Division of The American Coach and Body 
Company, which division was to become the entire 
business of the Ohio Aireraft Fixture Company (Tr. 
pp. 18, 35), the assured continuation of his services 
was obviously of great importance to the new con- 
cern. The organization took place early in the war, 
when the services of personnel skilled and experienced 
in management of war production operations were of 
ereat value. The record does not show, nor does it ap- 
pear important, exactly what the relative contribu- 
tions of petitioner and the other organizers were. It 
does appear that each organizer received fifty shares 
of stock on executing an employment contract, and 
that the other three each bought ten shares for cash at 
$100.00 per share, whereas petitioner purchased only 
one share for cash. (Tr. pp. 21, 35.) 


It further appears that the new company had little 
need for capital because it took over a going concern 
(the Jig and Fixture Division which petitioner had 
been managing) on very lenient terms, and also took 
over valuable war production contracts. (Tr. pp. 22; 
3308) 

Clearly, petitioner was a key man, of sufficient 1m- 
portance to enter the new concern as nearly a one- 
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fourth owner, without the investment of any substan- 
tial amount of cash. 


Petitioner submits that under these circumstances, 
the contract between him and the corporation and 
similar contracts of the other promoters clearly estab- 
lish the intention of all the organizers and of the cor- 
poration, which was their creature, that they should 
all, from the outset, be the shareholders of the corpo- 
ration. 


It does not make sense that the promoters and or- 
ganizers of such an enterprise should not be substan- 
tial shareholders from the outset. It does not make 


sense that petitioner would not insist, in exchange for 


his contribution to the establishment of the new enter- 
prise, on being a shareholder from the outset. If the 
Shares were issued for services, the services were his 
past efforts as a promoter, not future work as an 
employee. 


3. Petitioner's uncontradicted and unimpeached testimony, 
fully corroborated by the contract and the surrounding cir- 
cumstances, shows that he became a shareholder in 1942. 


Petitioner testified that the shares were issued in 


his name; that the certificates made out in his name 


(Tr. p. 19) were actually delivered to him (Tr. p. 19), 
endorsed by him (Tr. p. 20), and deposited as secu- 
rity, in accordance with the contract. 


In response to questions of the court he. testified 
that the shares were issued to him in 1942 (Tr. p. 25) 
‘and that they were issued as an incentive to —_ to 
leave his old job and undertake the responsibility of 
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completing contracts being taken over with the busi- 
ness. (‘T'r. p. 23.) 


To questions of the court regarding the contract, 
especially paragraph 5, he testified that prior to the 
signing of the contract it was agreed that lic was to 
receive fifty shares of stock for signing the contract, 
and was to endorse the certificates back to a prescribed 
officer of the company. (‘I'r. p. 25.) 


The court asked petitioner his understanding of the 
provision requiring him to endorse the certificates and 
return them to the treasurer of the company. (Tr. 
p. 26.) 

Petitioner referred to the responsibility the com- 
pany had for carrying out certain war contracts, and 
stated his understanding to be that if he failed to per- 
form his contract he would need to be replaced, and 
that expenses or damages resulting from his failure to 
perform or his replacement could be recovered from 
the stock which had been issued to him and deposited 
with the company. (Tr. p. 26.) 

This is exactly what the contract, in terms and in 
legal effect, provides. It is consistent with and realistic 
in view of the circumstance that he was one of the 
four organizers of the company—one of four men who 
were able to take over a going war-production busi- 
ness in 1942, not by investment (for the $3,100 cash 
investment was to provide working capital (Tr. pp. 21, 
22), not a down or partial payment on the purchase 
of assets, for which purpose it is clearly ridiculously 
small), but simply by agreeing to manage it, and see 
that the lenient terms of purchase were met. 
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The corporation was clearly a device by which the 
four organizers acquired ownership in 1942 of the 
Jig and Fixture Division of The American Coach 
and Body Company. 


A conclusion that petitioner was not the owner of 
the stock in 1942 can only be reached by ignoring his 
testimony—testimony entirely consistent with and 
corroborated by the contract and the surrounding cir- 
cumstances. and free from impeachment and contra- 
diction.* 

Perhaps more important. petitioner's affirmative 
and unequivocal act in reporting the value of the stock 
as ordinary income for 1942 shows that, as he then 
understood the transactions involved, he had received 
the shares in 1942. and then owned them. 


The united, consistent, mutually supporting forces 
of the contract, the factual context of the transactions 
involved, petitioner's testimony, and petitioner's con- 
duct. show to the point of demonstration that peti- 
tioner became the owner of the shares in 1942 and 
that he then pledged the certificates as security for 
the performance of his contract. 


Ti has seemed necessary to belabor the point he- 
cause of the decision of the Tax Court herein: how- 
ever, there appears in fact to be no real question, 


2It seems clearly established that uncontradicted unimpeached 
testimony which is not inherently improbable nor inconsistent with 
established facts and circumstances must be accepted by the Tax 
Court and cannot be arbitrarily disregarded. Grace Bros. v. Com- 
missioner (C. A. 9th, 1949), 173 F.(2d) 170, at 174; see also, J. H. 
Robinson Truck Lines v, Commissioner (C. A. 5th, 1950), 183 F. 
(2d) 739. at 740, and cases there cited. 
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because it was stipulated (Tr. pp. 13, 14) and seem- 
ingly found (Tr. pp. 38, 39) that the shares were ag 
sued to petitioner in 1942. 


Effect of Ohio statutory provisions respecting consideration for 
shares. 

Although respondent’s answer contains nothing sug- 
gesting that invalidity of the shares under provisions 
of local law was to be relied on; although respond- 
ent stipulated that the shares were issued, which must 
mean validly issued, in 1942; although the question 
of validity under Ohio law was in no way raised or 
suggested at the hearing; although the effect of Ohio 
law was not urged by respondent in briefs; although 
the Tax Court’s findings show a share issue to peti- 
tioner and the other organizers in 1942, and although 
no findings of fact were made regarding conformity of 
the issue to requirements of Ohio law (necessarily so, 
for the matter was not tried, and the record contains 
no evidence directed to that issue, and no evidence 
sufficient to suppott a finding of invalidity), the Tax 
Court relied as a supporting ground for its decision 
on an argument to the effect that the shares weren’t 
issued in 1942 because they couldn’t have validly 
been so issued under Ohio law. (Tr. pp. 46, 47.) 


Reliance on this ground was improper, as a matter 
of procedure; in addition on the merits thereof the 
argument is Incorrect as a matter of law. 


Tax Court Rule 14 requires that ‘°* * * The answer 
shall be so drawn as fully and completely to advise 
the petitioner and the Cowrt of the nature of the de- 
fense. It shall contain a specific admission or denial 


ST 


ing the shares from being validly issued in 1942 
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of each material allegation of fact contained in the 
petition and a statement of any facts upon which the 
Cominissioner relies for defense or for affirmative re- 
lief % # *%99 


This rule was recently applied in Sangstrom LHettler 
(Heb. 28, 1951), 16 T.C. #65, pointing out that an 
issue must be raised by proper pleading, or at least 
by sufficient indication during the trial. See also 
William F. Iorsting (1946), 5 T.C.M. 421; Went- 
worth Manufacturing Co. (1946), 6 T.C. 1201. This 
is obviously essential to fair judicial procedure, for 
as will be apparent from the slightest glance at the 
authorities, e.g., the two hundred or more pages de- 
voted by Fletcher, 11 Cyclopedia Corporations, 
§§ 5182-5257, to the subject of consideration for shares 
and the effect of a purported issuance for unauthor- 
ized consideration, the subjeet is complex, and par- 
ticular facts and circumstances are important. 


The determination of an issue adversely to the 
taxpayer, partly on the basis of such an issue as to 
whieh he had opportunity neither to present evidence 
nor argument, cannot be justified. 


It is petitioner’s hope that an analysis of the com- 
plex law on this subject will not be necessary; on the 
basis of a reasonably comprehensive examination of 
the pertinent authorities, petitioner’s counsel have 
concluded that the Ohio statutory provisions relied on 
hy the Tax Court did not have the effect of prevent- 
, i 
accordance with the manifest intention of the parties. 
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Though shares so issued would in many ¢ireum- 
stances be subject to attack by shareholders who did 
not knowingly acquiesce in the transaction, and by 
the corporation acting on behalf of such shareholders 
or of ereditors, and although creditors, in the event 
of insolvency, might have been able to hold petitioner 
to payment in cash of the $100 per share established by 
the directors as the value and contribution to capital 
represented by the shares, in the circumstances of this 
case, as between petitioner and the corporation, and 
the other organizers and shareholders, the shares were, 
from the outset in 1942, validly issued to and out- 
standing in the ownership of petitioner. 


Certainly the shares and the transactions in which 
they were issued, are not now subject to question in 
this entirely collateral proceeding. 


Professor Ballantine, in his Law of Corporations, 
§ 351, pp. 808-812, discusses statutes of the Ohio type 
and clearly indicates that they do not have the effect 
of invalidating shares issued for unauthorized con- 
sideration, 


IT. 
THE SHARES CONSTITUTED INCOME TO PETITIONER IN 1942. 


The purported factual basis for the conclusion that 
the shares did not constitute income for 1942 is that 
petitioner did not then become the ‘‘unrestricted 
owner’ of the shares. Of course he did not become 
the unrestricted owner of the shares then; they were 
issued under a contract that required that they be 
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pledged, and they were pledged, pledged as security 
for the performance of the contract. 


So, he didn’t become the ‘‘unrestricted owner’’ in 
1942. The fact that property actwally received by a 
taxpayer is subject to restrictions limiting his own- 
ership, use or control thereof, does not prevent it 
from being immediately taxable as income. Soreng v. 
Commissioner (C.C.A. 7th, 1946), 158 F. (2d) 340. 
Cf. Standard Slag Co. v. Commissioner (C.A.D.C. 
mo83 )y 63 PF. (2d) 820. 


An attempt has been made to discover the source 
of confusion underlying the Commissioner’s case; it 
appears to arise from the failure of both Commis- 
sioner and Tax Court to appreciate fundamental dis- 
tinctions between income in the form of money and 
income in the form of property other than money, 
and between constructive receipt of money (or per- 
haps in rare cases of other property) and actual re- 
ceipt of property other than money. 


If the income in question is cash, and it has not 
come into the taxpayer’s possession, he has not 
actually received the only thing in issue—the money. 


If, though not actually received by reduction to 
possession, the money is subject to the taxpayer’s 
unrestricted control and domination, or applied for 
his benefit, it is not reasonable that taxation be post- 
poned or prevented by the taxpayer’s omission to col- 
lect it or reduce it to possession, and in such cases 
the money is immediately taxed under the doctrine of 
constructive receipt. 
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However, the doctrine of constructive receipt is 
intended to reach income actually available to the 
taxpayer, and is accordingly applied only to income 
which is unqualifiedly subject to his command 
able to him without restriction. 


avails 


Thus many of the cases rehed on by the Tax Court 
hold that income in the form of money was not con- 
structively received because it was subject to such 
restrictions that the taxpayer did not have command 
over it or the immediate right to reduce it to pos- 
session. Marion H. MeArdic (1948), 11 T.C. 961; 
E. P. Madigan (1941), 48 B.T.A. 549; International 
Mortgage and Investment Co. (1937), 36 B.'T.A. 187; 
Preston R. Bassett (1935), 33 B.'T.A. 182; Benjamen 
F. Patterson (1930), 21 B.T.A. 8 (Cf. Clereland- 
Trmdéad Paving Co. (1930), 20-B TA. 723) 


But we are not dealing here with the question of 
whether or not the income in question was construe- 
tively received in 1942. 


How does a taxpaver actually receive income in the 
form of shares in a corporation? How else but by 
the creation of the share contract with the corpora- 
tion—by having the shares issued to him, and _ be- 
coming the owner of such shares, and a shareholder 
in the corporation ? 


If these things occurred in 1942, the shares were 
actually then received, and the existence of restri¢ 
tions which might, in the case of money, prevent ap- 
plication of the doctrine of constructive receipt, 1s 
of no consequence. 
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The distinction between income in stock and in 
money is illuminated, and the soundness of petition- 
er’s position is demonstrated, by a comparison of 
Luther Bonham ( 1936), 33 B.TLA. 1100, affirmed Bon- 
ham v. Commissioner (C.C.A. 8th, 1937), 89 F. (2d) 
725, and Marion H. McArdle, supra, heavily relied on 


by the Tax Court herein. 


i 
a 


Luther Bonham, at 1105, 1106: 


“The only remaining question to be determined 
is whether or not the petitioner, being on a cash 
receipts and disbursements basis, received in the 
taxable year the 750 shares of the Northwest 
Banecorporation stock covered by paragraph + of 
the contract. If so, this stock, at $70 per share, 
must also be included in computing the gain 
recognized for the vear 1929. 


“The petitioner contends that never at any 
moment until this stock was released to him in 
1931 and 1932 did he receive it or have a right 
to receive it, and that under no cireumstanees did 
it constitute income to him in any prior year. 


‘The contract between the parties best re- 
flects the actual transaction. By its terms the 
petitioner and his wife disposed of 750 shares of 
bank stock and received therefor 2,250 shares of 
stock of the Northwest Bancorporation and $67,- 
900 in cash. In section 4 of the contract, it ap- 
pears that the company had questioned certain 
paper carried in the assets of the bank, and the 
750 shares of stock were deposited with the com- 
pany and were to be held by it until the actual 
work-out of these assets had been determined. 
According to the terms of the contract the peti- 
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tioner and his wife received the entire amount of 
the stock in the year 1929 and deposited the 750 
shares as security for the representations made 
by them with reference to the assets of the bank. 
(Citations.) In the last two cases cited stock was 
sold for cash and it was pointed out in the opin- 
ions that the sellers did not receive in the tax- 
able year the full amount of the purchase price, 
nor did they have the mght to receive it. Pay- 
ment of this balance was conditional and it was 
held that such balance did not constitute income 
until the events on which payment was condi- 
tioned were fulfilled. This case is different. Here 
the contract contained no condition whatever with 
reference to the payment of the full amount of 
the stock agreed upon. Even though the assets 
of the bank did not work out as represented, there 
was no right on the part of the seller to reduce 
the number or to take back any of the shares ex- 
changed under the contract, but only a right to 
sell collateral to the extent required to make good 
the representations as to the bank assets. Own- 
ership of this stock had passed to the petitioner 
and he was exactly in the same situation as af 
other securities had becn deposited in the place 
of the 750 shares of company stock.’’ 


In affirming the determination that the gain was 
taxable in 1929, the Eighth Circuit Court of Appeals 
said: 

“* * * [the contract] required the issue of 750 
shares of the Northwest stock; the ‘deposit’ 
thereof with that company until fulfillment of 
the conditions of Exhibit B; and the right to ‘sell 
* * * on the market’ such stock or parts thereof 
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as necessary to make good default in such ful- 
fillment. Such requirements are consistent only 
with the passing of title to the stock and_ its 
pledge as guarantee of fulfillment of the eondi- 
tions of Exhibit B. The stock was issued, the 
title passed then to petitioner, and the stock was 
retained as a pledge. The circumstance is unim- 
portant that the stock was not physically deliv- 
ered to petitioncr and then redelivered by him 
to the company upon the pledge. In so far as 
strict legal right under the contract is concerned, 
he might have demanded such delivery and have 
made such redelivery. The actual handling 
through issuance and retention on the pledge was 
merely a matter of convenience not of legal 
right.”’ 


The court, recognizing that the transaction could 
have been set up so as to postpone realization of the 
gain, by use of a contract to issue the shares in the 
future instead of a present issue and pledge back as 
security, poited out that where such alternatives are 
available, for example, as to the time of passage of 
title to stock, both taxpayer and government are 
bound by what was done, and the tax consequences 
are not affected by what might have been done. 


In the present case, as in the Bonham case, the 


shares were issued and pledged at the outset of the 


7 


transaction. 


In the McArdle case, supra, in which it was held 
that payments in the form of cashiers’ checks repre- 
senting part of the purchase price of stoek, which 
were, pursuant to agreement, delivered to a_ seller, 


28 


endorsed by him, and returned to the buyer as secu- 
rity against contingent liabilities, did not repre- 
sent income to the taxpayer in the year so delivered 
and endorsed, the Tax Court discussed the Bonham 
case, as follows: 

‘he parties apparently recognize that Luther 
Bonham, 33 B.T.A. 1100 * * *, affirmed 89 Fed 
(2d) 725 is distinguishable, at least they have not 
cited it. There the taxpayer received some stock 
which he was required immediately to put up as 
collateral. But it was his stock and he had the 
rights of ownership of it such as the voting rights, 
dividend rights, the right to any increase in 
value, and the right to have that particular stock 
returned to him when the collateral was no longer 
required.”’ 


If any doubts remain as to the correctness of peti- 
tioner’s position, they should be allayed by the de- 
cision of this court in Chaplin v. Commissioner 
(C.C.A. 9th, 1943), 186 F. (2d) 298, reversing Charles 
Chaplin (1942), 46 B.T.A. 385. 


The principal issue was whether Charles Chaplin, 
one of the organizers of United Artists Corporation, 
realized income in the form of shares of the corpora- 
tion in 1935 when they were delivered to him by an 
escrow holder pursuant to instructions from the cor- 
poration that Chaplin had satisfied his obligations 
under the agreement, as modified, under which the 
shares were originally issued. 


This court examined the pertinent documents and 
considered the conduct of the parties. 


4 
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It quoted and applied the following rule (p. 301): 
“It is elementary that title passes when the 
parties intend that it shall pass and such inten- 
tion is to be gathered from the contract and con- 
duct of the parties.’’ 


After analyzing the facts in the light of this rule, 
the court concluded (p. 302): 

‘We consider the agreement of 1924 con- 
trols the prior agreements, none of which ex- 
plicitly defined the place of ownership. Under 
that agreement the shares are owned by the artist 
as appeared on the certificates held by the escrow 
agent, whose only power, like that of a pledgee, 
was to transfer them to United if Chaplin failed 
to perform his contract. One nonetheless owns 
personal property because held by another to 
insure the performance of a contract. 


“We hold that Chaplin owned the common 
shares at least since 1928, when he received and 
endorsed the certificates thereafter held by 
O’Brien; that the Tax Court erred in including 
their value in his 1935 income.’’ 


Though the present case does not exactly parallel 
the Chaplin case as to all material facts, the sim- 


jilarity is striking, and the ultimate fact that the 
parties intended that title to the shares pass at the 
“time of issuance, endorsement, and delivery as secu- 
rity, rather than on their release from deposit as 


security, is identical. 


The observation of the learned Tax Court judge 
(Tr. p. 49) in connection with the discussion of 
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Anthony Schneider (1926), 3 B.T.A. 920, that Charles 
Chaplin, supra, was ‘‘reversed on another issue” by 
this court, is indicative of confusion in the analysis 
of applicable law and authority. 


On the issue of the time of realization of income 
in the form of shares of stock, the Board of Tax Ap- 
peals decision in Charles Chaplin, conformed to the 
views of the board in Anthony Schneider, and, on 
precisely this issue, it was reversed. 

The Tax Court’s asserted difficulty in understand- 
ing the pertinency of this court’s decision in the 
Chaplin case (Tr. p. 49) is surprising. Some point is 
made that the consideration for the shares was to 
be property in the form of photoplays, rather than 
the personal services of Charlie Chaplin. Of course 
there is more to a finished photoplay than the personal 
services of the star, but obviously the real considera- 
tion was his unique personal talent—or perhaps his 
contract would have been equally performed had he 
delivered a movie starring King Kong! 


In any event the nature of the consideration ren- 
dered or to be rendered in exchange for stock or the 
time of rendering it is not material. Money or 
property constituting income is taxable when re 
ceived, even though in exchange for services to 
be rendered in the future. Allen v. Comrniussioner 
(C.C.A. 4th, 1939), 107 F. (2d) 151 (stock for funiig 
legal services; cash basis taxpayer); Your Health 
Club, Inc. (1944), 4 T.C. 385 (money received for 
club services to be furnished in future; acerual basis 
taxpayer). 
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Another point made in the opinion is that peti- 
tioner did not prove receipt of dividends, or exercise 
of voting rights. (Tr. pp. 43, 50.) He proved issuance 
and ownership of the stock, from which dividend and 
voting rights follow, absent proof to the contrary. Re- 
spondent had no evidence or cross-examination ques- 
tions on these issues. 


The underlying confusion between property and 
“money as income and between actual and constructive 
receipt is again demonstrated by the Tax Court’s ob- 
| servations on the dividend issne involved in the Chap- 
‘lin case. (Tr. pe ou) 


Of course cash dividends paid to the escrow holder 

and subject to the restrictions of the escrow were not 
sufficiently subject to Chaplin’s control and domina- 
tion to be substantially equivalent to cash reduced to 
his possession, and therefore were not constructively 
received by Chaplin prior to actual distribution to 
him, and this court so held. This is not inconsistent 
with, and indeed has nothing to do with, the proposi- 
tion that shares of stock issued and deposited as se- 
eurity are income when originally issued. 


Reference may also be made to the following addi- 
tional authority supporting petitioner’s contentions. 
Income arising by virtue of the creation of the share- 
holder relationship is realized in the year the rela- 
tionship is created, despite failure to issue certificates, 
Bradbury v. Commissioner (1931), 23 B.T.A. 1352; 
and regardless of the fact that ownership is restricted 
by a security device, eg., an escrow, Carnahan v. 
Commissioner (1930), 21 B.T.A. 893: Cohu uv. Com- 
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missioner (1947), 6 T.C. 796; cf. Woore v. Commis- 
stoner (C.C.A. 7th, 1941), 124 F. (2d) 991. 


COMMENT ON OTHER AUTHORITIES. 


The cases of Schneider v. Duffy (D.C.N.J. 1930), 
43 F. (2d) 642, relied on by petitioner, and Anthony 
Schneider (1926), 3 B.T.A. 920, rehtigated with the 
same result reached by the Tax Court in Glen v. 
Bowers (D.C.N.Y., S.D., 1932) (no opinion) ; affirmed 
without opinion (C.C.A. 2nd, 1933), 65 F. (2d) 1017, 
cert. den. (1933), 290 U.S. 681, relied on by respond- 
ent and by the Tax Court, considered identical con- 
tracts and fact situations, with opposite, and of course 
irreconcilable, results. Petitioner submits that the 
opinion in Schnerder v. Duffy, shows much superior 
factual analysis and legal reasoning than the Board’s 
opinion in Anthony Schneider. 

Petitioner has carefully analyzed the remaining 
cases relied on or cited by the Tax Court involving 
income in the form of stock which ean be regarded as 
remotely in point (ef. Charles F. Mitchell (1941), 49 
B.T.A. 300; A. 4. Merren (1929), 18 B.A) ee 
and finds them uniformly distinguishable, none involv- 
ing an actual stock issue and pledge back as security. 


The remaining cases involving income im the form 
of stock are, in the order cited in the opinion: Charles 
F’. Mitchell (1941), 45 B.T.A. 300 (Tr. p. 42); Phallag 
W. Haberman (1934), 31 B.TLA. 15, affd. 79 F. (aq 
995 (Tr. p. 44); Lyle H. Olson (1931), 24 B.T.A. 702 
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matt d. C.C.A. 7th, 1934), 67 F. (2d) 726, cert. den. 

(292 U.S. 637 (Tr. p. 44); Adolph Zukor (1935), 33 
Bi .A. 324 (Tr. p. 45); Roscoe H. Aldrich (1926), 3 
eA. 911 (Tr. p. 45); Charles F. Pearee (1927), 
6 B.T.A. 450 (Tr. p. 45); James R. Lister (1926), 3 
meeA. 475 (Tr. p. 45); K. E. Merren (1929), 18 
mel. A. 156 (Tr. p. 49); Albert R. Hrskme (1932), 
Zo G.T.A. 147 (Tr. p. 49). 


The following noted points of distinction are illus- 
trative only. Detailed analysis of the cases would re- 
‘quire an extensive, expensive, and seemingly unwar- 

‘ranted addition to the brief. 


In most of the cases, time of realization of income 
was not the principal issue, Philip W. Haberman, 
Lyle HW. Olson, Albert R. Erskine, or was not even in 
jissue, Adolph Zukor, Roscoe H. Aldrich. (Cf. Charles 
_F. Pearce, in which the amount of a stock bonus was 

not determinable until after the taxable year in 
question.) 


The Haberman and Erskine cases involved rights 
to purchase stock in the future, and thereupon be- 


come a stockholder. 


— In Lyle H. Olson, estoppel was rehed on, the tax- 
payer having failed to report the shares as income 
“in the vear he argued to be proper. 


: ¢ 
In James R. Lister, the contract was regarded as 


contemplating a future transfer of stock, conditioned 

on completion of three years’ services, and appar- 

ently no contention was made that the income was 
realized at. the time the contract was executed. 
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Petitioner respectfully submits that the decisi 
of the lax Court herein is clearly erroneous, an 
should be reversed, with directions to enter decisi 
for the petitioner. 


Dated, San Francisco, California, 
App rile, toi 
FREED, GEBAUER & F'REED, 
Counsel for Petitioner. 
EI FREED, 
EMMETT GEBAUER, 


Scotr FLEMING, 
Of Counsel. 


